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Abstract
This paper argues that the present (U.S.) policy of taxing capital gains as ordinary
income inhibits investment capital mobility, that the efficient allocation of resources in a
market economy depends on investment capital mobility, and that efficiently allocating
resources among competing uses is an absolute requirement for a successful market
economy. It then follows that any policy which impedes investment capital mobility is a
poor, if not counter productive, policy option.
Among the several sources of investment capital is capital shifted from an existing
investment to another (new) investment. The paper focuses on this source of investment
capital and argues that if capital gains were taxed at 100 percent, without any loopholes
such as capital transferred by inheritance, this particular source of capital for new
investments would not exist. Accepting this proposition in turn leads to the conclusion that
the less capital gains are taxed, the more mobile will be investment capital, and hence more
capital for new investments.
Empirical data, intuitive reasoning, economic analysis, and economic logic are used to
develop the initial hypothesis-that treating capital gains as ordinary income exacts a high
p1ice in terms of an efficient and competitive American economy.

I
Introduction a
The most cited rationale for trucing capital gains (with a few exceptions) as ordinary
income is that those able to make capital investments are upper income individuals who
should, in equity, pay income taxes at the same rate as non investor taxpayers, presumably
those with lower incomes. The argument is extended by alleging that those able to make
capital investments can well afford to pay a taxable rate of 28 percent or higher on any
capital gain realized. 1 A second publicly offered reason is the need for government
revenues in an era of multi-billion dollar deficits.
The conventional argument for trucing capital gains at a rate less than ordinary income,
including zero capital gains taxation, is that those with funds to invest will avoid
investments where capital gains are heavily taxed and instead invest in less productive
alternatives. Such alternatives include consumption, tax free investments such as municipal
bonds, and existing tax shelters, i.e., those not removed by recent changes in the tax code.
This paper goes beyond the conventional arguments for granting lower tax rates to
capital gains and focuses on capital mobility, i.e., the ease with which capital can flow
from one investment to another. Argued is that the freer the flow of capital in an economy,
the more efficient the economy will become, and conversely, the more government inhibits
capital mobility, the less productive the economy.

a The authors acknowledge with appreciation the comments and suggestions of Dr. Bruce Yandle,
~ofessor of Legal Studies, Clemson University, and a Senior Fellow, Strom Thurmond Institute.

1 The present tax code taxes income at marginal rates of 15, 28 and 33 percent. We chose the middle
and higher rate for purposes of analysis in this paper.

II

The Function and Importance of Capital
Mobility in a Capitalist Economy
To appreciate why capital mobility is a necessary condition for the efficient functioning
of a market economy, consider analogously capital mobility as the lubrication that makes a
wheel tum freely on its axle, i.e., reduce the friction between the axle and the wheel. In
this context consider an investment of $1000 made in time period t and sold in time period
t+ 1 for $2000. At a capital gains tax rate of 100 percent, the government would claim the
entire $1000 as its own. Under these conditions the original investment would, most
likely, have never been made. 2
Analogously, our wheel can be considered frozen on its axle. A single application of
oil (or WD-40) might free the wheel to tum, but still with much squeaking and creaking.
Analogously, reducing the federal capital gains tax rate to 80 or 90 percent might cause
some investment, but certainly not much. But as more lubricant is progressively applied to
our wheel, the more efficiently will it tum on its axle. Arain, analogously, the lower the
capital gains tax rate, the greater investment in an economy. The optimum capital gains tax
rate, one that would maximize capital mobility, would, of course, be zero. Capital would
move freely from one investment too another with the investor maximizing his return by
seeking out investments with the greatest potential profit. In the wheel analogy, there
would be a sufficient amount of lubricant for the wheel to tum on its axle with no friction
present.
While a zero tax rate on capital gains in 1993 seems out of the question, it can still be
argued that lower rates on capital gains generate more investment than higher rates, and that
the lower the rate, the greater is the mobility of capital, that is, the willingness of investors
to shift capital from one investment to another.
While this paper will not recite the history of the capital gains tax in the United States, it
would probably still be informative and well worth while to look at relative capital
investment and relative capital mobility at that period in American history when there was
no capital gains tax, federal or state.
It should also be noted that even with a zero tax rate on capital gains, government tax
revenues would increase because of taxes collected on increased wages, rents, interest, and
profits, generated by increased capital investment.

2 Exceptions include (1) the investor gambling on the probability of a less than 100 percent tax in the
future, and (2) the anticipation of passing on the investment to his heirs through inheritance.

III

Sources of Capital
Essentially, capital investment can come from two sources-government and the
p1ivate sector. In this paper the government as a source is not considered. The only caveat
is that if it is government policy, stated or unstated, to influence where capital investment is
made, the logical government policy would be to inhibit capital formation in the private
sector and rely on public opinion to demand government investment to address the
perceived economic ills of the time, e.g., improve the nation's infrastructure, create jobs,
make certain industries more competitive internationally, and so forth.
Non government sources of investment capital are:

1. savings from present income, i.e., new capital;
2. foreign investment; and
3. capital shifted from one investment to another.
As a source of capital, savings from present income leaves much to be desired. The
personal savings rate (ratio of savings to disposable personal income) have averaged 4.04
percent between 1985 and 1989. Contrast this figure to a savings rate of about 12 percent
in France and 15 percent in Japan in 1989, and a savings rate of 23 percent in the Republic
of China (Taiwan) in 1990. 3
While a considerable amount of foreign investment in the United States has taken place
in the post World War II period, some $400,000 million totally in 1989, note the form this
investment has taken. Basically, it has been in wholly owned physical plant and facilities
or equity investments in existing (large) firms, e.g., Nissan in Tennessee, Honda in Ohio,
BMW in South Carolina, KLM's equity investment in Northwest Airlines, and the British
Airways 20 percent stake in U.S. Air. Nonautomotive and aviation investments are
similar, primarily in physical plant or taking an equity stake in U.S. companies. Individual
foreign investment in American companies is small by comparison.4 Moreover, when
foreigners invest in the United States , any capital gain realized will be taxed by the
government of domicile of the investor. Thus, the United States loses this particular source
of revenue.
On balance, individual foreign investment in existing or new firms, particularly small
firms, is not an important source of capital. This leaves capital shifted from an existing
investment to another investment where the investor sees a greater potential for earnings.
How important is this source of investment capital? Writing in the Wall Street Journal,
Lawrence A. Kudlow makes this observation:

3 U.S. Bureau of Census, Statistical Abstract of the United States: 1991 (111th edition). Washington,
DC, 1991, Table no. 1449 and Taiwan Statistical Data Book 1991, Council of Economic and Planning and
Development, Republic of China, p. 58.
4 Here note should be taken of how interest rates can influence foreign investment. In 1993, U.S.
interest rates are low compared, for example, to major EC countries. Capital investment in nonphysical
facilities will, of course, move toward the higher interest rates. On the other hand, to the extent that a
foreign firm will borrow funds in the U.S. to invest in American plants and facilities, lower interest rate£
are an attraction to foreign investment.

Right now this nation has an abundance of capital. More than 100 million
Americans, either through direct ownership of stocks and bonds (or mutual
funds) or indirect ownership through pension funds and retirement plans,
have roughly $1.25 trillion of unrealized capital gains. But this is dead
money, locked up by punitive tax rates on investment and the threat of still
higher future rates.
If, however, the tax rate on capital were lowered by 50% or more for all
assets, both old and new broadly defined, then the unlocking, realizing and
reinvesting of $1.25 trillion would unleash such a flood of business and job
creating that the economy would be propelled ahead by at least 4% a year,
while the budget deficit would drop by roughly $200 billion by 1996.... 5

Note that Kudlow is talking about $1.25 trillion of unrealized capital gains. One can
only speculate on the total amount of capital "locked up," that is, immobile. Multiplying
$1.25 trillion by a factor of five or six would yield a very conservative estimate of this
amount.
A simple example and some simple arithmetic illustrate the dilemma of the investor. Let
us assume an investor makes a $ 1000 investment at the beginning of a year and earns a
gross 15 percent return on his investment by the beginning of the next year. Assume the
investor's earnings are taxed at a 28 percent rate, that is, as ordinary income. Further, that
the state tax on capital gains is 7 percent, inflation is 4 percent, and a transactions cost of
$50 is imposed. Under these conditions the investor would net $7.50 on his investment of
$1000, or a return of .0075 percent. The arithmetic is shown in equation (1) below.
Original investment + gross return on investment - original investment federal capital gains tax - state capital gains tax - inflation cost - transactions
cost, or:
$1000 + $150 - $1000 - $42 - $10.50 - $40 - $50

= $7.50

If the return on the investment is 10 percent, the investor loses 25 dollars. The reader
is left to work out the arithmetic.

Transferring capital from one investment to another may appear to offer limited
potential for improved productivity. After all, the total investment is not increased, it is
only shifted. Two factors, however, may help us appreciate its importance.
First, the amount that may be shifted is great, relative to the annual new investment
made. Just as the amount of gold mined each year is only about two percent of the stock of
gold mined over the centuries and now on hand, so is the relation of old capital to new.
For example, nonresidential housing capital investment in the United States in current
dollars is estimated at $8.4 trillion, while net new nonresidential investment in current
dollars each year is $512 billion. But not all of this can be efficiently shifted. For previous
investments that have accumulated no unrealized capital gains, there is no tax deterrent and
these can be shifted. Investments with unrealized capital gains, however, do face this
deterrent. As noted above, Kudlow estimates these unrealized gains at $1.25 trillion. If

5 Kudlow, Lawrence A., "It's Capital Fonnation, Stupid," Wall Street Journal, December 17, 1992,
p. A18.

these gains represent a 100 percent return on the original investment, there is then $2.5
billion in investments available to be moved to a superior investment. If the unrealized
gains represent a greater percent of profit, then the total amount available for transfer will
be less, but it can never be less than the $1.25 trillion of gains. 6
Second, the amount of capital that would be transferred to superior production from
these investments with unrealized capital gains, will depend on the amount of tax levied on
these capital gains when realized. The relationship between old and new investments is:
rate of return on old investments times the amount now invested (including the unrealized
gain) must equal the rate of return on the new investment times the amount available for
investment after realizing the gain. Stated differently, the rate of return on the new
investment must be higher than the rate of return on the old investment by the same ratio as
the amount of investment before tax as the amount of investment after paying the capital
gains tax. Assume that an investment of $1,000 has produced a gain of $1,000 at a 10
percent annual rate of return. Assume further, that the owner's tax bracket is 40 percent
consisting 33 percent federal tax and 7 percent state tax. The owner can now leave his
$2,000 invested at 10 percent or he can liquidate the investment, pay $400 tax on his
$1,000 gain and invest the remaining $1,600. He must then receive, on his new
investment, a return equal to $2,000/$1,600 times the old rate of return, or 12.5 percent.
\Vhile these percent differences appear small, the new rate of return must be 25 percent
higher than the earlier rate of return. Without a capital gains tax, $.2.5 trillion could be
shifted from earning $250 billion a year to earning 312.5 billion a year. Such a $62.5
billion a year increase in output would provide $250 for every man, woman and child in the
United States. This is no small consideration. 7
To show the effects of changing some of the parameters, assume again a capital gain of
$1,000, but this time assume that this is the result of a very profitable, perhaps long term,
investment of only $100. With our total tax rates of 40 percent, the tax paid will again be
$400, but the ratios of investments, old and new, and the rates of return, old and new, will
differ. We are now faced with a choice of continuing our investment of $1,100 or
liquidating this, paying the tax of $400, and investing the remaining $700. The ratio of
these rates of return must now be $1100/$700. With a current return of 10 percent on the
old inv~stment, the rate necessary to justify the change is now 15.7 percent or more than 50
percent higher. If all the Kudlow's $1.25 trillion of unrealized gains were involved in such
investments, total investments would be $1.375 trillion. The present annual return would
be $137.5 billion. But if there were no capital gain tax, this sum would yield $215.9

6 Statistical Abstract of the United States: 1991, Tables 895 and 898.
7 Stated in equation fonn:
TRn =TRp
TRp = Ip X rp
TRn = In x rn
In x rn = Ip x rp
r

I

rp

In

~ = _E_

Where Ip= present investment, In= new investment, TRp = total return on present investment, TRn =
total return on new investment, rp = rate of return on present investment, and rn = rate of return on new
investment.
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billion annually, or an increase of $78.4 billion annually. This is a costly result of a policy
that does not meet the Henry Simons definition of income, which is consumption plus the
change in new worth. Transfers do not constitute a change in new worth, and it would be
desirable to reduce any artificial friction to such shifts .

•

IV
Conclusion
•
*A capital gains tax reduces economic growth.
*The return on investment can be increased by as much as 50 percent absent a capital
gains tax.
*The case for treating a rollover (of an investment) as ordinary income does not
conform with a strict definition of income as defined by Robert Murray Haig and Henry
Simons.
*Both government revenues and gross domestic product (GDP) will be increased
absent a capital gains tax on rollovers in the aggregate.
President Clinton's proposal to raise the personal maximum income tax rate from 31 to
36 percent exacerbates the problem discussed in this paper, that is, the effect a capital gains
tax has on capital mobility. Moreover, the impact of raising the tax rate from 31 to 36
percent has the greatest negative impact on the very segment of society having the most
capital to invest.
Economies constantly change. New products appear and old ones disappear,
particularly in market oriented economies. In order to finance the new products, an
economy must be able to transfer investments from less profitable to more profitable
activities. A capital gains tax delays and reduces the very process which is essential to a
growing and prospering economy.

•

•

It is also conventional wisdom, from President Clinton on down, that job growth in the
United States is largely dependent on jobs created by small businesses. However, before
additional jobs can be created, investment capital must be available, either internally
generated or from external sources. Thus, to the extent that external investment capital is
important in expanding small businesses or establishing new ones, then to that extent must
investment be mobile, that is free to move from one investment to another. In this resIJect,
it is worth noting that much of the investment capital for small businesses will be provided
by the small or moderate individual investor or group of investors who know the local
scene and can best evaluate the likelihood of success for a small business that in most cases
will begin as a local or regional enterprise. However, it is this group of investors that can
least afford to make a large contribution to government in order to fund a business they
otherwise feel would have a good chance of success. 8

8 The literature is replete with instances of where many large and successful enterprises today began
with investments of under SI0,000 e.g., Apple Computer. More than enough examples will be found in a
random selection of management case study textbooks .

Appendix A

•

Capital Gains Taxes on Residents in
Selected Foreign Countries

•

•

.
•

.

*BRAZIL

Individuals are not subject to capital gains tax on
disposal of securities, unless there is a
simultaneous purchase and forward sales, when
a rate of 40% may apply.

*CANADA

Three fourths of capital gains/losses will be used
for determining income for tax purposes.

*FRANCE

Gains taxed at 16% if annual sales are FFr
281,000 and over. If under this amount, capital
gains are tax exempt.

*GERMANY, FEDERAL REPUBLIC

No capiial gains unless assets were held for trade
purposes or short term speculative basis. In
latter cases, profit is treated as ordinary income.

*HONGKONG

No tax liability on capital gains on sale of
equities ... unless taxpayer is deemed to be
habitual trader, then a profit tax of 18% for
corporations and 16.5% maximum for
individuals.

*IFELAND

Capital gains tax on assets held less than 1 year is
60%; 1-3 years is 50%; 3-6 years is 35 percent;
six or more years is 30%.

*JAPAN

No tax where gains arise from less than 30
transactions/year involving less than 120,000
shares of Yen 50 par value of the same class in
one company.

*NEW ZEALAND

No specific capital gains tax unless gain derived
from sale of shares which were acquired for
resale at a profit.

*NETIIERLANDS

Capital gains are fully taxable at normal rates as
part of income.

*SINGAPORE

No tax on capital gains unless related to a trade or
business or when they have an income nature,
even through transaction is not connected with a
trade or business.

*SOUTH AFRICA, REPUBLIC OF

Gains are fully taxable as part of total income.

*UNITED KINGDOM

•

Gains are subject to relief for inflation. Both
corporations and individuals pay tax on capital
gains at the same rate as on income .

•

•

..
•

Source: The Spicer and Oppenheim Guide to Security Markets Around the World
York: John Wiley and Sons, 1988)
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